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MEMORANDUM OPI NI ON

GALE, Judge: Respondent determ ned deficiencies in

petitioners’ Federal incone taxes as follows:

Taxabl e Year Ended Nov. 30

Petitioner 1991 1992 1993
Toyota Town, $8, 812 $9, 535 $6, 762
| nc.
Country Ni ssan 4,432 4,444 4,373
Quality Motor
Cars of - - 2,429 2,746
St ockt on
Bob Whndri es
Motors, Inc., -- 6, 810 3, 457
d. b. a.
wondri es Ford
wondri es
Ni ssan, |nc. -- 4 131 5,470
Bob Whndri es
Mbtors, Inc., -- 6, 683 12, 967
d. b. a.
wondri es
Toyot a

Respondent al so determ ned deficiencies in the Federal
i ncone taxes of petitioners Robert S. and Christina Zanora for
t he taxabl e years ended Decenber 31, 1992 and 1993, of $212 and

$6, 520, respectively.



- 3 -

These cases were consolidated for trial, briefing, and
opinion.2 Petitioners include the follow ng corporations:
Toyota Town, Inc.; Country Nissan, A California Corporation
Quality Motor Cars of Stockton, A California Corporation; Bob
Wndries Mdtors, Inc., d.b.a. Wndries Ford; Wndries N ssan,
Inc.; and Bob Wondries Associates, Inc., d.b.a. Wndries Toyot a;
as well as individual petitioners Robert S. and Christina Zanora
(Zanoras), who filed joint returns for the years in issue. The
Zanoras owned, during the years in issue, approxinately 48
percent of the issued and outstandi ng shares of Wndries
Chevrolet, Inc. (Wndries Chevrolet), an S corporation within the
neani ng of section 1361(a).® For conveni ence, we shall
hereinafter refer to Wndries Chevrolet and the C-corporation
petitioners collectively as petitioners.

The issue for decision is the proper period for petitioners
to deduct insurance prem um expense incurred in connection with

sal es of extended warranty agreenents to their custoners.

2 I n docket No. 4959-95, the adjustnent relating to the 1991
taxabl e year is not in dispute. |In docket No. 4960-95 only the
adjustnents relating to the 1992 and 1993 taxabl e years have been
consolidated, and the adjustnent relating to the 1991 taxable
year is not in dispute. |In the remaining docket Nos., 4961-95,
22741-95, 1254-96, 1255-96, and 1256-96, all adjustnents are
attributable to the common issue in dispute.

8 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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These cases were submtted fully stipulated pursuant to Rule
122. Qur findings of fact are based upon the parties’
stipulation and the attached exhibits, which are incorporated by
this reference. The parties have stipulated that any appeal in
this matter lies to the U S. Court of Appeals for the Ninth
Crcuit.

Backgr ound

During the years in issue, petitioners were engaged in
busi ness as retail autonobile dealers, in connection with which
t hey sold extended warranty agreenents (EWA's) to certain retai
purchasers of new and used notor vehicles. Under such EWA' s,
petitioners agreed, in exchange for a single lunp-sumfee, to
replace or repair, or to reinburse for the repair of, various
conponents of a vehicle that failed during an extended multiyear
period.* After a custoner agreed to purchase a vehicle, the
custonmer was infornmed of the option to purchase an EWA. The
custoner was free to accept or decline and could el ect coverages
that varied with respect to years, mleage, or itens covered.
The fee or price paid to petitioners by their custonmers for an
EWA depended upon the coverages sel ect ed.

An EWA expressly provides that it is a “SERVI CE CONTRACT

4 The coverage period could be denominated 5, 6, or 7 years
or be further restricted by a stated mleage |imt, in which case
the coverage would term nate upon the first of either to el apse.
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* * * BETWEEN THE DEALER [i.e., each petitioner] AND YQU [the
vehicl e purchaser]” and is “NOT AN | NSURANCE PCLI CY". An EWA
further provides that “Dealer in regards to this contract is
acting as a Principal and not as an Agent on behalf of any
insurer.” An EWA also states: “lssuing Deal er has insurance
with Western General Insurance Co., * * * — a Licensed Insurer.”
Finally, an EWA provides:

NOTI CE: If a Breakdown Cl aimhas been filed with

the Issuing Dealer who has failed to pay the claim

within sixty (60) days after proof of |oss has been

filed with the Issuing Dealer, you the Service Contract

Purchaser shall also be entitled to make a Direct C aim

agai nst the Issuing Deal er’s insurance conpany, Western

Ceneral |nsurance Conpany * * *

During the years in issue, each petitioner sold EWA' s
pursuant to an agreenment (Wstern General Agreenent) with the
Western General |nsurance Co. of Encino, California (Wstern
CGeneral ), under which Western CGeneral assuned petitioners’
liabilities under the EWA's in exchange for a single |unp-sum
paynment with respect to each EWA, referred to in the agreenents
as an “insurance premumand policy fee”. Under the Wstern
General Agreenent, Western General agreed “to issue and maintain
i ndi vi dual insurance policy coverage at DEALER S [i.e., each
petitioner’s] expense which shall insure the DEALER for covered
costs of repairs and/or replacenents incurred by the DEALER and

covered under the * * * EWA”. Each petitioner agreed to sel

EWA's only through the forns provided by Western CGeneral and to
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follow the underwiting, rating, instructions, and procedures
outlined by Western General. Each petitioner further agreed to
report to Western General every 10 days the EWA's sold during the
precedi ng 10 days and to remt “the insurance prem um as provided
in* * * [Wstern General’s] rate chart/manual ”.°

Each EWA sold to a custoner included an individual Mtor
Vehi cl e Policy of Mechanical Insurance (Vehicle Policy) namng a
petitioner as the insured and listing a covered vehicle, EWA
purchaser, and (nultiyear) coverage period corresponding to the
EWVA. A Vehicle Policy provides that the prem um “shall becone
fully earned” by Western General upon inception of the coverage;
however, the Vehicle Policy subsequently provides exceptions
under which a pro rata refund of the premumw || be nade,
i ncluding an election by the insured (i.e., each petitioner) to
cancel within 90 days after inception or the repossession of the
covered vehicle.

Petitioners were not affiliated with or related to Western
General in any way.

Once a petitioner remtted the premumto Western Ceneral
the risk of loss on the related EWA passed entirely to Wstern
General . Upon paynment of the premum Wstern General was solely

responsible to the vehicle purchaser for the cost of repairs

> The parties have stipulated that petitioners in fact nmade
all such paynents to Western General within 60 days after an EWA
was purchased by one of petitioners’ custoners.



- 7 -
covered by the EWA and was obligated to rei nburse the purchaser
for clains covered by the EWA provi ded the purchaser foll owed the
proper clains procedures. The purchaser could obtain the repairs
at arepair facility other than the Deal ership fromwhich the
vehi cl e was purchased, so long as the purchaser conplied with the
terms of the EWA, which provides:
In the event of a Breakdown [i.e., the failure of

a covered part], you [i.e., the EWA purchaser] nust

follow this procedure.

1. Return your vehicle to the Dealer [i.e., each

petitioner]. |If this is not possible or practical, you

must call his Cains Service (insurer) [i.e., Wstern
General] for instructions * * *

Petitioners are accrual nethod taxpayers. For the years in
i ssue, petitioners elected to report their income fromthe EWA' s
using the “service warranty i ncome nmethod” set forth in Rev.
Proc. 92-98, 1992-2 C. B. 512, 514. Rev. Proc. 92-98, supra,
permts certain accrual method sellers of notor vehicles and
ot her durabl e consuner goods that receive a | unp-sum paynent
(advance paynent) fromthe sale of a nultiyear service warranty
contract to defer recognition of a portion of the advance paynent
generally over the life of the service warranty obligation. The
portion of the advance paynent permtted to be deferred under
Rev. Proc. 92-98, supra, is the anount paid by the seller (within
60 days of receipt) to an unrelated third party for insurance
costs associated with a policy insuring the seller’s obligations

under the service warranty contract (the qualified advance
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paynment amount). (The excess of the advance paynent over the
qual i fi ed advance paynent anmount is included in the seller’s
incone in the taxable year of receipt.) The revenue procedure
provides that the qualified advance paynent anmpunt, as augnented
by certain inputed i nconme equal to the interest cost of the
i ncome deferral, can be deferred and included ratably in incone
over the shorter of (1) the period beginning in the taxable year
t he advance paynment is received and endi ng when the service
warranty contract term nates, or (2) a 6-taxabl e-year period
beginning in the taxable year the advance paynent is received.?®
For purposes of conputing the deferral period and the *“interest-
equi val ent” inputed incone, all advance paynents for service
warranty contracts sold during the taxable year are effectively
treated as if they were entered into, and paynent received, on
the first day of the taxable year.

Rev. Proc. 92-98, supra, further provides that an el ection
to use the service warranty incone nethod is not available to a
t axpayer unl ess the taxpayer uses the proper nethod of accounting
for anbunts paid or incurred for insurance costs that cover the
t axpayer’s risks under the service warranty contracts, as
outlined in a revenue procedure issued sinmultaneously with Rev.

Proc. 92-98, supra; nanely, Rev. Proc. 92-97, 1992-2 C B. 510.

6 The series of |level payments thus generated is designed to
equal the present value of the qualified advance paynent anount.
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See Rev. Proc. 92-98, secs. 9, 4.04, 1992-2 C. B. at 517, 513.
Wth respect to accounting for insurance costs, Rev. Proc. 92-97,
supra, provides that |unp-sum anounts, paid in advance for
mul tiyear insurance policies to insure a consunmer durable goods
seller’s obligations to customers under multiyear warranty
contracts sold to them nust be capitalized and prorated or
anortized over the life of the insurance policy. See Rev. Proc.
92-97, sec. 2.07, 1992-2 C. B. at 511

During the years at issue, in accordance with Rev. Proc. 92-
98, supra, petitioners reported as incone in the year of receipt
the difference between the total anount received fromthe sale of
EWA's and the total anpbunt paid to Western CGeneral. The
remai ni ng proceeds fromthe sale of EWA' s--i.e., the anounts paid
to Western Ceneral to insure petitioners’ risks under the EWA' s,
or qualified advance paynent anounts--were, as increased by an
i nterest-equivalent factor, included in income ratably over the
terms of the EWAN's. Pursuant to Rev. Proc. 92-98, supra, for
pur poses of conputing the inconme required to be included each
year in connection with the qualified advance paynent anount,
petitioners treated the proceeds fromthe sale of EWA's as having
been received on the first day of the taxable year in which an
EWA was sol d.

Petitioners took deductions for the anbunts paid to Western

General for assunption of the EWA liabilities by capitalizing
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such amounts and anortizing themin a manner which departed in
one respect fromthe nmethod prescribed in Rev. Proc. 92-97,
supra. Wereas Rev. Proc. 92-97, supra, provides that a seller’s
paynment for a nultiyear insurance policy covering the seller’s
obl i gations under a service warranty contract nust be anortized
over the actual life of the policy, petitioners conputed their
anortization deductions using an accounting convention under
whi ch the prem um paynment and policy inception were deened to
have occurred on the first day of the taxable year in which the
policy was obtained, irrespective of the actual date of paynent
and policy inception. This nethodol ogy, which resenbled the
convention prescribed in Rev. Proc. 92-98, supra, for the
recognition of income fromthe qualified advance paynent anount,
resulted in petitioners’ taking anortization deductions in the
first taxable year of a policy s inception equal to a full year’s
worth of anortization, without regard to the actual date of
paynment and policy inception. |In effect, this increase in the
first year’'s anortization deduction caused it, as well as each
ensui ng year’s deduction, to match the ratable portion of the
deferred EWA incone required to be included pursuant to the terns
of Rev. Proc. 92-98, supra. As a result, the “net” inconme
recogni zed by petitioners consisted only of the excess of the
aggregate EWA prices charged to petitioners’ custoners over the

aggregate premuns paid by petitioners to Western General in the
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year of inception of an EWA, plus the inputed incone represented
by the interest-equivalent factor in each of the years of the
contract term

In the notices of deficiency, respondent determ ned that the
service warranty inconme reported by petitioners had been conputed
incorrectly for the years in issue.’” Respondent contends that
petitioners incorrectly conputed their deduction for insurance
costs in the year a policy was purchased by taking a full year’s
worth of anortization rather than anortization nmeasured fromthe
actual date of the policy's inception and paynent of the prem um
In the absence of information regarding the actual dates of sale
of EWA's, respondent reconputed petitioners’ anortization
deductions on the assunption that the transactions had occurred
ratably over the years in issue.

In their petitions, petitioners alleged that respondent
erred in reconputing the anortization deductions, contending that
their anortization of insurance expense shoul d be conputed using
t he sane net hodol ogy as that used in conputing receipt of EWA
incone; that is, the convention deem ng qualified advance paynent
anounts as having been received on the first day of the taxable

year should |ikew se apply for anortization of insurance expense,

"In the case of the Zanoras, the deficiency was determ ned
on the basis of the Zanoras’ distributive share of conparable
adj ustnments nade to the warranty inconme of their S corporation,
Wondri es Chevrol et.
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so that paynents for insurance of the warranty risk should be
deened to have occurred on the first day of the taxable year for
all such paynents, regardl ess of when the paynents were actually
made.

Di scussi on

|. Matters Properly Raised

As a prelimnary matter, we nust first decide which issues
have been properly raised in these cases. |In addition to the
proper period for anortizing insurance expense, which was
chal l enged in respondent’s determ nation and was the basis on
whi ch petitioners assigned error to that determnation in their
petitions, petitioners now argue, for the first time on brief,
that the EWA proceeds that were remtted to Western General are
not inconme to petitioners, on the basis of the “claimof right”
doctrine and inconme attribution principles. Should petitioners
prevail with respect to these contentions, they maintain that
they are entitled to refunds for overpaynents in the years at
i ssue. Respondent objects to our consideration of petitioners’
clainms that the amobunts paid to Western General are not inconme to
them on the grounds that respondent did not receive “fair
war ni ng” of petitioners’ intention to raise this issue.

We believe the inclusion of the anbunts paid to Western
Ceneral in petitioners’ incone is not an issue properly before us

for two reasons. First, petitioners fully conceded this issue
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bef ore subm ssion of these cases. Petitioners have stipul ated
that the portion of the EWA proceeds that was paid over to
Western General “was * * * properly included in [petitioners’]
i ncome over the ternms of the EWA in accordance with Revenue
Procedure 92-98". (Enphasis added.) Second, to the extent there
is any conceivable anbiguity in this stipulation (and we do not
suggest that there is), we believe that respondent is correct
that he did not receive “fair warning” of petitioners’ intention
to raise any issue concerning incone inclusion.

As a pleading, the petition has as its purpose “to give the
parties and the Court fair notice of the matters in controversy”.
Rule 31(a). GCenerally speaking, issues not raised in the
assignnents of error in the petition are deened conceded. See
Rul e 34(b)(4). \Whether issues not raised in the pleadings wll
nonet hel ess be considered is a matter for the Court’s discretion,
taking into account the prejudice to the opposing party.

The rule that a party may not raise a new i ssue on
brief is not absolute. Rather, it is founded upon the
exercise of judicial discretion in determ ning whether
consi derations of surprise and prejudice require that a
party be protected fromhaving to face a bel at ed
confrontation which precludes or Iimts that party’s
opportunity to present pertinent evidence. * * * [Ware

v. Comm ssioner, 92 T.C 1267, 1268 (1989), affd. 906
F.2d 62 (2d G r. 1990).]

It is clear that petitioners did not provide notice in their
petitions of an intention to contest the inclusion in incone of

the amounts paid to Western General. The error alleged in the



- 14 -
petitions, which are substantially identical, was respondent’s
failure to permt consistent treatnent of service warranty incone
and associ ated i nsurance expense. As phrased in the petitions,
“The narrow i ssue involved herein is the consistent treatnent of
the service warranty income and the offsetting prem um expense”.
There were no clainms of overpaynents. No anmendnents of the
pl eadi ngs have been sought or granted. The parties agreed to
submt these cases fully stipulated in accordance with Rule 122.
Approxi mately 2 weeks before subm ssion of the cases, petitioners
served a trial nmenmorandum upon respondent in which they |isted
the sole issue in the cases as: “Wat is the proper tax period
for deducting amounts paid by a retail auto dealer in connection
with its obligations to its custoners under extended warranty
agreenents?”.8

W believe respondent justifiably concluded that petitioners
were not contesting the inclusion in their inconme of anobunts paid
to Western General. W further find that respondent woul d be
prejudiced if petitioners were permtted to raise this issue for
the first time on brief in fully stipulated cases. “*O key

i nportance in evaluating the existence of prejudice is the anount

8 Although in the analysis section of their trial nmenorandum
petitioners at one point characterize the amunts they paid to
Western General as “phantomincone” in which they have “no
interest”, we do not believe this single reference in an extended
di scussion constitutes adequate notice that petitioners intended
to raise “claimof right” or inconme attribution issues.
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of surprise and the need for additional evidence on behalf of the

party opposed to the new position.”” Sundstrand Corp. v.

Comm ssi oner, 96 T.C. 226, 347 (1991) (quoting Pagel, Inc. V.

Comm ssioner, 91 T.C. 200, 211-212 (1988), affd. 905 F.2d 1190

(8th Cr. 1990)). Because the parties agreed to submt these
cases fully stipul ated, respondent nmade his decisions regarding
what evidence to proffer on the basis of the pleadings and the
stipulations, including the stipulation that the amounts paid to
Western General were “properly” included in petitioners’ incone.
To be confronted with this new issue after the evidentiary record
is closed is prejudicial to respondent. Accordingly, we wll not
consi der whether the anpbunts paid to Western General were not

i ncludable in petitioners’ incone on the basis of the “claimof
right” doctrine or inconme attribution principles. Instead, we
shal |l consider only the issue that was properly raised; nanely,
the appropriate period for deducting the amounts paid by
petitioners to a third-party insurer to assune petitioners’ risks
under the EWA's that petitioners sold to their custoners.

1. Proper Period To Deduct Anmpunts Paid for Miultiyear |nsurance

A. Petitioners’ Arqunents

To support their position that respondent’s determ nations
are erroneous, petitioners argue that respondent abused his

di scretion by requiring petitioners to change their nethod of
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accounting® fromone that clearly reflects income to a nethod
that distorts inconme, or, alternatively, that the qualified
advance paynent anounts should be fully deductible in the year
paid to Western General. W consider each in turn.

B. Abuse of Discretion

1. In General

Petitioners contend that respondent’s effort to limt their
anortization deduction for insurance costs to a pro rata portion
of the premumin the first year, neasured by the portion of the
year for which the policy was actually in force, constitutes an
abuse of discretion. |In petitioners’ view, the nethod of
accounting for insurance costs for nultiyear policies that they
enpl oyed, which involved deducting a full year’s worth of prem um
in the first year, regardl ess of the actual date of comrencenent
of coverage, effects a clear reflection of incone because it nore
cl osely mat ches expense with associ ated i ncone-—gi ven the
requi renment of Rev. Proc. 92-98, 1992-2 C B. 512, that the
correspondi ng i ncone be recogni zed under a convention that treats
it as received on the first day of the year without regard to

actual receipt. The nethod sought by respondent, petitioners

°® The parties do not dispute that the timng of petitioners’
deductions for the anbunts paid to Western General constitutes a
“met hod of accounting” within the neaning of sec. 446. See sec.
1.446-1(a)(1), Income Tax Regs. (“The term ‘' nmethod of accounting
i ncludes not only the over-all nethod of accounting of the
t axpayer but also the accounting treatnent of any item”).



- 17 -

contend, distorts inconme because it |limts the deduction of the
expense associated with an EWA to a partial year’s portion when a
full year’s portion of associated inconme nust be recognized
pursuant to Rev. Proc. 92-98, supra. Petitioners sunmarize their
argunent as foll ows:

Because petitioner’s nmethod of accounting is an
acceptabl e nmethod which clearly reflects its incone,
Respondent is not allowed to require petitioner to
change its nmethod of accounting. Prabel v.

Comm ssioner, * * * [91 T.C 1101, 1112 (1988), affd.
882 F.3d 880 (3d Gir. 1989)]; Hallmark Cards, Inc. v.
Comm ssioner, * * * [90 T.C. 26, 31 (1988)]. To force
a change froma nethod which clearly reflects

excessi vell® jncome to a nethod which materially
distorts inconme, is an abuse of discretion. Mlsen v.
Conm ssioner, 85 T.C. 485, 498, 509 (1985). * * *

Petitioners’ position, in effect, is that they may report
their income fromEW s in accordance with the provisions of Rev.
Proc. 92-98, supra, but with respect to the conputation of
deductions arising fromEWA transactions, they are free to
di sregard the nethod outlined in Rev. Proc. 92-97, 1992-2 C. B
510, and devise a nethod that nore closely matches the incone and
expense associated with the qualified advance paynent anount.

Petitioners are wong, for at |east two reasons. First, it

is not an abuse of discretion for the Conmm ssioner to establish

10 pPetitioners’ reference to “excessive” incone is
apparently an allusion to their belief that the inputed incone
required to be recogni zed under Rev. Proc. 92-98, 1992-2 C. B
512, is not appropriate.
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reasonabl e condi ti ons upon the use of an accounting nethod that
has been established adm nistratively. Second, even disregarding
any authority of the Conm ssioner to inpose conditions upon the
use of an adm nistratively established accounting nethod,
petitioners are not entitled to use the anortization nethod they
have enpl oyed because it contravenes the regul ati ons.

2. Reasonabl e Adninistrative Conditions

Petitioners describe the instant cases as ones where
respondent is attenpting to “force” petitioners to change froma
met hod of accounting which clearly reflects income to one which
does not. W disagree with this characterization. Respondent
has not attenpted to “force” a change in petitioners’ accounting
met hods. Rather, the Comm ssioner, relying upon his authority
under section 446(b), admnistratively established in Rev. Proc.
92-98, supra, a nethod of accounting for certain prepaid services
i ncone of accrual basis taxpayers engaged in the sale of
mul ti year service warranty contracts for which third-party
insurance is obtained. Petitioners elected this nethod, which
permts deferral of a portion of the prepaid services incone
(equal to the amobunt which is paid over to a third party to
assunme the risk under the warranty contracts).

The Comm ssioner inposed certain conditions, however, upon a
taxpayer’s eligibility to elect the nethod provided in Rev. Proc.

92-98, supra, including specifically the requirenent that an
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el ecting taxpayer account for the insurance expense associ ated
with the warranty contracts under the nethod described in Rev.
Proc. 92-97, supra. Petitioners disregarded this requirenent and
used a different nmethod to account for insurance expense.
Petitioners effectively argue that they are entitled to do so
because their nethod of anortizing insurance expense, which
treats the coverage period as if it commenced on the first day of
the taxabl e year regardless of the actual date, results in better
mat ching with the prepaid incone that is deferred under Rev.
Proc. 92-98, supra, since such inconme is recognized under a
convention that |ikew se deens all anounts received on the first
day of the taxable year regardl ess of actual date. Because of
t he mat chi ng achi eved under their nethod, petitioners contend it
clearly reflects incone while the nethod sought by respondent
does not.

Petitioners may not avail thenselves of the benefits of
deferral provided in Rev. Proc. 92-98, supra, w thout adhering to

the conditions inposed by the Conm ssioner. See Mil holland v.

United States, 28 Fed. d. 320, 344 (1993) (taxpayers’ failure to

adhere to conditions of a revenue procedure renders them
ineligible for its benefits), affd. 22 F.3d 1105 (Fed. Cr
1994). Rev. Proc. 92-98, supra, is the only authority cited by

petitioners for the nmethod which defers recognition of a portion
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of a prepaynent for a nultiyear warranty agreenent.!! Absent
Rev. Proc. 92-98, supra, the Comm ssioner generally would have
di scretion under section 446(b) to deny taxpayers the right to
defer prepaid services inconme until the periods when rel ated

costs will be incurred and taken into account. See Schl ude v.

Comm ssioner, 372 U S. 128 (1963); Anerican Auto. Association v.

United States, 367 U S. 687 (1961); Autonobile G ub of M chigan

v. Conmm ssioner, 353 U S. 180 (1957); RCA Corp. v. United States,

664 F.2d 881, 885-888 (2d G r. 1981); Johnson v. Conm Ssi oner,

108 T.C. 448, 491-492 (1997), affd. in part, revd. in part and

remanded 184 F.3d 786 (8th Cir. 1999); see also H nshaw s, lnc.

v. Comm ssioner, T.C Meno. 1994-327 (requiring recognition of

prepaynent for extended warranty services in year of receipt, in
circunstances nearly identical to instant cases). Thus, the
basis for deferral that petitioners claimis only available to

themif they neet the conditions of eligibility. See Mil holland

v. United States, supra. It is not an abuse of discretion for

respondent to inpose as a condition on the election of the nmethod
in Rev. Proc. 92-98, supra, the requirenent that petitioners use

the method in Rev. Proc. 92-97, supra, to account for their

11 Petitioners attenpted to advance the argunent on bri ef
that the anbunts paid to Western General were not inconme to them
at all. W concluded, supra, that this issue was not properly
raised. In any event, such an argunent offers no basis for the
deferral of incone; it concerns exclusion of incone, not
deferral
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I nsurance expense, since this condition, as discussed nore fully
bel ow, does no nore than require adherence to existing
regul ations. W think the Conm ssioner’s broad discretion to
determ ne whet her a nethod of accounting clearly reflects inconme

under section 446(b), see Thor Power Tool Co. v. Conm SsSioner,

439 U. S. 522 (1979); Conm ssioner v. Hansen, 360 U S. 446, 467

(1959), coupled with the requirenment in section 446(e) that the
Commi ssioner’s consent be secured for any change in nethod,
enconpasses the authority to inpose the condition at issue
her ei n.

Petitioners’ argument that their nethod of accounting for
i nsurance expense produces superior matching of incone and
rel ated expense is unavailing. Mtching of income and rel ated
expense does not necessarily result in a clear reflection of

i ncone for tax purposes. See Thor Power Tool Co. v.

Commi ssi oner, supra at 543. A prepaynent for services to be

performed in the future nust be recogni zed when received, even
t hough this would m smatch expenses and revenues. See Anerican

Aut 0. Association v. United States, supra; Autonobile C ub of

M chi gan v. Conmm ssioner, supra. Absent Rev. Proc. 92-98,

supra, existing |aw would require an even greater m smatch of EWA
i ncone and associ ated i nsurance expense than the “distortion”
that petitioners conplain is produced by Rev. Procs. 92-98 and

92-97, supra. Existing law would require the recognition of the
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entire anount of EWA incone in the year of receipt wthout regard
to the period in which related i nsurance expense woul d be

deferred. See Schlude v. Comm ssioner, supra; American Auto.

Association v. United States, supra; Automobile dub of M chi gan

V. Conm ssioner, supra; Johnson v. Conmmi SSioner, supra;

H nshaw s, Inc. v. Commi ssioner, supra. The Conm ssioner acted

within his authority under section 446(b) to all ow taxpayer-
favorabl e deferral of inconme in Rev. Proc. 92-98, 1992-2 C. B
512; the Conmm ssioner is not required to make the further
concession of accelerating deductions beyond the requirenents of
exi sting | aw.

3. Compliance Wth Requl ati ons

Rel ying on Prabel v. Conm ssioner, 91 T.C 1101 (1988), and

Hal | mark v. Conmmi ssioner, 90 T.C. 26 (1988), petitioners argue

t hat respondent may not require petitioners to change their
current nethod because it is “an acceptable method which clearly
reflects * * * [petitioners’] inconme”. Petitioners’ reliance is
m spl aced. Prabel and Hallmark hold that the Comm ssioner may
not disturb a taxpayer’s nethod of accounting that is
specifically authorized in the Internal Revenue Code or incone
tax regul ations. The nmethod used by petitioners to anortize the
anounts paid to Western Ceneral, by contrast, violates the

regul ati ons.
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For accrual basis taxpayers such as petitioners, a liability
is incurred in the taxable year in which all events have occurred
that establish the fact of the liability, the amount of the
l[iability can be determ ned wth reasonabl e accuracy, and
econom ¢ performance has occurred with respect to the liability.
See secs. 1.446-1(c)(1)(ii)(A), 1.461-1(a)(2), Inconme Tax Regs.
Wth respect to econom c performance, the regul ati ons provide
that where the liability arises out of the provision of insurance
to the taxpayer, econom c perfornmance occurs when paynent i s nmade
to the insurer. See sec. 1.461-4(g)(5), Incone Tax Regs.

Section 1.461-1(a)(2), Income Tax Regs., further provides
that while a liability is generally taken into account for
Federal incone tax purposes in the taxable year in which it is
incurred, the Internal Revenue Code and i nconme tax regul ations
provi de exceptions to the general rule, including where
capitalization is required.

Appl i cabl e provisions of the Code, the Incone Tax

Regul ations, and ot her gui dance published by the

Secretary prescribe the manner in which a liability

that has been incurred is taken into account. For

exanple, * * * under section 263 or 263A, a liability

that relates to the creation of an asset having a

useful |ife extending substantially beyond the cl ose of

the taxable year is taken into account in the taxable

year incurred through capitalization (wthin the

meani ng of § 1.263A-1(c)(3)), and may |later affect the

conput ati on of taxable incone through depreciation or

ot herwi se over a period including subsequent taxable

years, in accordance with applicable Internal Revenue

Code sections and gui dance published by the Secretary.
* * * [Sec. 1.461-1(a)(2)(i), Inconme Tax Regs.]
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A prepaynment for nultiyear insurance coverage creates an asset

having a useful life longer than a taxable year, which nust be

capitalized. See HigginbothamBailey-Logan Co. v. Comm Sssioner,

8 B.T.A 566, 577 (1927): sec. 1.461-4(g)(8), Exanple (6), |ncone

Tax Regs.; see al so USFreightways Corp. v. Comm ssioner, 113 T.C

_(21999); Johnson v. Conm ssioner, supra at 488; Hi nshaw s,

Inc. v. Conmm ssioner, T.C Menp. 1994-327. The prepaid insurance

is an intangible, and its coverage period gives it a determ nable
useful life, making it eligible for a “depreciation allowance”.
Sec. 1.167(a)-3, Incone Tax Regs. The rules for conmputing the
proper period for a depreciation allowance are provided in
section 1.167(a)-10(b), Inconme Tax Regs., which states in
rel evant part:
(b) The period for depreciation of an asset shal

begin when the asset is placed in service and shall end

when the asset is retired fromservice. A

proportionate part of one year’s depreciation is

al l owabl e for that part of the first and | ast year

during which the asset was in service. * * *
In general, “an asset is ‘placed in service’ for depreciation
purposes when it is acquired and avail able for use.” d airnont

v. Comm ssioner, 64 T.C 1130, 1136 (1975), affd. w thout

publ i shed opinion 538 F.2d 332 (8th Cr. 1976). Petitioners’
claimof a full year’s anortization in the first year that a
mul tiyear insurance policy is acquired or placed in service,

W t hout regard to when during the year the policy was in fact
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pl aced in service, directly contravenes the rule in section
1.167(a)-10(b), Incone Tax Regs., which allows only a
“proportionate part of one year’s depreciation” in the first and
| ast years of a period of service. W have so held in simlar

ci rcunst ances where the taxpayer sought to claima full year’s
depreciation for assets placed in service at any tinme during the

first 5 nonths of the taxable year. See dairnont v.

Conmi ssi oner, supra at 1136.

Petitioners cite no authority for their nethod of
anortization, other than to claimthat, by precisely matching the
recognition of the deferred i nsurance expense with the
recognition of the deferred inconme permtted in Rev. Proc. 92-98,
supra, for their EWA's, they have effected a clear reflection of
i ncone, which respondent nmay not disturb. However, a nethod of
accounting that is “plainly inconsistent” with valid regul ations
does not clearly reflect income within the neaning of section

446(b). Thor Power Tool Co. v. Conm ssioner, 439 U S. at 533;

see Van Raden v. Comm ssioner, 71 T.C 1083, 1105 (1979), affd.

650 F.2d 1046 (9th G r. 1981).

4. \Whet her Petitioners Purchased | nsurance

Petitioners also argue that the agreenent they entered with
Western General did not constitute insurance--specifically, that
petitioners’ liability to Western CGeneral did not arise out of

the provision of insurance and therefore the paynents to Western
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Ceneral neither created a capital asset nor required
anortization. Petitioners enploy the contention that they did
not purchase insurance from Wstern General both in an effort to
avoid the dictates of the foregoing capitalization rules and as
the basis for their alternative argunent that the paynents to
Western General were fully deductible in the year paid.

Neverthel ess, the record contradicts petitioners’ contention
that the arrangenment with Western General did not constitute the
provi sion of insurance to them |In their petitions, petitioners
assert as a fact that they managed the risks associated with the
future obligations they assuned under the EWA's “by obt ai ni ng
comerci al insurance coverage therefor froman unrel ated third-
party insurer, Western Ceneral Insurance Co.”. Because
petitioners did not dispute the nature of their arrangenent with
Western General as constituting the purchase of insurance until
after subm ssion of these cases fully stipulated, the record with
respect to this issue is not exhaustive. However, the avail able
evi dence belies petitioners’ claim First, petitioners have
stipulated that the anounts paid to Western General were for
i nsurance costs. Specifically, petitioners stipulated that “All
anopunts paid to Western CGeneral during the years at issue by
* * * petitioners constitute qualified advance paynent anounts.”
Rev. Proc. 92-98, 1992-2 C. B. at 513, to which reference is

repeatedly made in the stipulations, defines the term*“qualified
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advance paynent anount” as “the portion of an advance paynent
recei ved by a taxpayer under a nulti-year service warranty
contract that is paid by that taxpayer to an unrelated third
party * * * for insurance costs associated with a policy insuring
t hat taxpayer’s obligations under the contract”. Mreover, the
EWA' s between petitioners and their custonmers warrant that the
“Issuing Deal er has insurance with Western General |nsurance Co.,
* * *_._a Licensed Insurer.” The Wstern General Agreenent
entered into by each petitioner and Western Ceneral states that
Western General agrees to “issue and maintain individual
i nsurance policy coverage at DEALER S [i.e., each petitioner’s]
expense which shall insure the DEALER for covered costs of
repairs and/or replacenents incurred by the DEALER and covered
under the * * * [EWA]” and that each petitioner agrees to remt
to Western Ceneral “the insurance premumas provided in its rate
chart/ manual ”.

In addition to the foregoi ng adm ssions, stipul ations, and
agreenent terns, the evidence of the substance of petitioners’
arrangenments wth Western Ceneral supports the concl usion that
petitioners’ liability to Western CGeneral arose fromthe
provi sion of insurance. The regulations which define “economc
performance” in the case of a liability for insurance provided to
t he taxpayer further provide that “insurance” for this purpose

“has the sane neaning as is used when determ ning the
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deductibility of amobunts paid or incurred for insurance under
section 162.” Sec. 1.461-4(g)(5)(i1), Incone Tax Regs. The
arrangenents between petitioners and Western Ceneral involved an
i nsurance risk (nanely, the risk of |oss associated with the
l[iability assuned by the seller of an EWA), the shifting of that
risk fromeach petitioner to Western General (as the parties have
stipulated that the risk of |oss under the EWA's passed from
petitioners to Western Ceneral once petitioners nmade paynment to
Western General ), and the distribution or pooling of that risk
(since the record establishes that Western CGeneral assuned the
risks of multiple sellers of EWA's). Thus we believe petitioners
purchased “insurance” from Wstern CGeneral for purposes of

section 162. Cf. Sears, Roebuck & Co. v. Comm ssioner, 96 T.C.

61, 100-101 (1991), affd. in part, revd in part and remanded on
anot her issue 972 F.2d 858 (7th Gr. 1992). W also note that
applicable State law requires retail autonobile dealers, such as
petitioners, that sell vehicle service contracts incident to

aut onobil e sales either to purchase insurance covering their
liabilities under such contracts or to becone insurers subject to
the provisions of the California Insurance Code and regul ati on by
the California Departnent of Insurance. See Cal. Ins. Code sec.

116(c) (West 1993); denens v. Anerican Warranty Corp., 238 Cal.

Rptr. 339, 344-345 (Ct. App. 1987). Petitioners state on brief

that they are not in the insurance business.



- 29 -

On this record, petitioners have failed to show error in
respondent’s determination insofar as it is premsed on the
conclusion that petitioners purchased insurance from Wstern
CGeneral .

Moreover, in Hnshaw s, Inc. v. Conmm ssioner, T.C. Menp.

1994- 327, we held in virtually identical circunstances that the
prepaynent of a nultiyear insurance policy covering the

t axpayer’s obligations under a nmultiyear vehicle service contract
is not deductible in the year of paynment but nust be anortized
over the life of the coverage. W reasoned that the taxpayer
acquired a long-term asset by purchasing i nsurance covering a
period greater than 1 year and that, since the taxpayer benefited
fromthe coverage for nore than 1 year, the cost nust be

capitalized. See id.; see also Johnson v. Conmm ssioner, 108 T.C.

at 488. 12

Petitioners attenpt to distinguish Hnshaw s, Inc. v.

Commi ssi oner, supra, on the basis that the “policies” obtained

2 1'n Johnson v. Conmi ssioner, 184 F.3d 786 (8th Cir. 1999)
affg. in part, revg. in part and remanding 108 T.C 448 (1997),
the Court of Appeals for the Eighth Crcuit affirmed our hol ding
that the cost of insurance premuns was required to be
capitalized and anortized over the life of the coverage.

However, the Court of Appeals reversed with respect to certain
fees paid for admnistrative services provided by an

adm nistrator unrelated to the insurer, holding that such fees
were deductible in the year of paynent. See id. at 789. Here,
petitioners have stipulated, and the other evidence indicates, as
di scussed supra, that all anmounts paid to Western General were
for insurance costs.




- 30 -
from Western CGeneral had no surrender value, and on the basis
that petitioners remained primarily liable on their service
contracts (i.e., the EWA's). Petitioners’ assertion that the
policies had no surrender val ue appears to be in error. Al though
the Vehicle Policies provide that Western General’s premumis
fully earned upon the inception of coverage, the Policies provide
exceptions where a pro rata refund of the prem um woul d be
provided to petitioners, such as when a vehicle is repossessed.
Further, we are not persuaded that the absence of a surrender
value affects the capitalization requirenent for a prepaid
mul ti year insurance policy. Regardless of surrender value, the
policies herein afforded protection to petitioners with respect
to covered clainms for a period of years, and there is no
indication in recent decisions involving prepaid insurance
coverage for extended service agreenents that surrender val ue was

inportant. See, e.g., Johnson v. Conmm ssioner, supra; H nshaw s,

I nc. v. Conm Ssi oner, supra.

As to petitioners’ claimthat Western Ceneral, not they,
remained “primarily liable” to the vehicle purchaser, the EWA' s
provi de as foll ows:

The Dealer [i.e., each petitioner] wll repair
and/or replace, or at its option either pay for or
rei nburse you [i.e., the EWA purchaser] or the repair
facility for reasonable costs to repair any of the
covered parts * * * which break down.

* * * * * * *
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Dealer in regards to this contract is acting as a
Principal and not as an Agent on behalf of any insurer.

* * * * * * *

In the event of a Breakdown, you nust follow this
pr ocedure.
1. Return your vehicle to the Dealer. If this is not
possi bl e or practical, you nust call his Cains Service
(itnsurer) for instructions * * *

* * * * * * *

NOTI CE: If a Breakdown Cl aimhas been filed with
the Issuing Deal er who has failed to pay the claim
within sixty (60) days after proof of |oss has been
filed with the Issuing Deal er, you the Service Contract
Purchaser shall also be entitled to make a Direct C aim
agai nst the Issuing Deal er’s insurance conpany, Western
General Insurance Conpany * * * [Enphasis in original.]

The foregoing terns contradict petitioners’ assertions and
satisfy us that petitioners remained primarily liable on the
EWA's, notw thstanding that they had transferred the risk of |oss
associated wth that liability to Western General .

[11. Concl usion

Because petitioners’ paynents to Western General were for
the provision of nultiyear insurance policies, petitioners’
met hod of taking a full year’s anortization of the insurance
expense in the year of a policy’s inception, irrespective of the
actual commencenent date of the policy, violates the regulations.
Accordingly, petitioners’ nmethod does not clearly reflect incone,
and respondent is not proscribed from seeking to change

petitioners’ method so that it confornms with the requirenents of
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sections 1.461-1(a)(2)(i) and 1.167(a)-10(b), Incone Tax Regs.
Where the taxpayer has used a nethod of accounting that does not
clearly reflect incone, the Comm ssioner has considerabl e

di scretion to determne a nethod clearly reflecting incone that

t he taxpayer nust use. See sec. 446(b); Thomas v. Conm Ssioner,

92 T.C. 206, 220 (1989). The Conm ssioner has broad discretion
in determ ning whether a nethod of accounting clearly reflects

i ncone. See Commi ssioner v. Hansen, 360 U.S. at 447.

Petitioners have offered no evidence of the actual
comencenent dates of the policies obtained fromWstern CGenera
during the years at issue or otherwi se shown error in
respondent’s determ nation that such policies were obtained on a
ratabl e basis. Therefore we sustain respondent’s determ nation
that petitioners nust anortize their insurance expenses on the
basis that such expenses were incurred ratably during the years
in issue.

To reflect the foregoing,

Deci sions will be entered

for respondent.




